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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: These cases are before the Court
consolidated for purposes of trial, briefing, and opinion. Tax
Practice Managenent, Inc. (TPM, and Joseph D Errico (D Errico)
separately petitioned the Court for redeterm nation of the

follow ng deficiencies in Federal incone tax:
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Tax Practice Managenent, Inc., docket No. 1477-09

Penal ty
TYE Defi ci ency Sec. 6662
4/ 30/ 2005 $40, 736 $8, 147

Joseph Anthony D Errico, docket No. 1483-09

Penal ty
TYE Defi ci ency Sec. 6662
12/ 31/ 2004 $229, 836 $45, 967

The issues for decision after concessions®! are: (1) Wether
TPMis entitled to deductions of $166,421 for its year ending
April 30, 2005; (2) whether D Errico nust increase his 2004 pass-
t hrough income fromthree wholly owned S corporations by $44, 317;
(3) whether D Errico received constructive dividend i ncome of
$30,000 fromTPM as a result of TPMs paying $30,000 in rent to

D Errico’'s father for the use of the father’s property at 318

Petitioners concede that TPM s gross receipts for its
fiscal year ending Apr. 30, 2005, are understated by $3, 000.
Petitioners further concede that the statute of |imtations does
not bar pass-through adjustnents to D Errico fromhis three S
cor porations.

Before trial respondent conceded that TPM s purchase of a
2001 Cessna 172S airplane in Decenber 2004 is not a constructive
dividend to DErrico. On brief respondent concedes that D Errico
did not understate his 2004 incone by $43,071. Respondent
further concedes that two of D Errico’s S corporations, D Errico
& Wedge, Inc., and D Errico & MCollor, Inc., are entitled to
cl ai m deducti ons of managenent fees of $150, 000 and $250, 000,
respectively.
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Barton Drive in Stateline, Nevada; and (4) whether petitioners
are liable for the accuracy-related penalty.?
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts, together with attached exhibits, is
i ncorporated herein by this reference. At the tine TPMfiled its
petition, its principal place of business was Nevada. At the
time DErrico filed his petition, he resided in Nevada.

| . Backgr ound

On Cctober 9, 2008, respondent sent a notice of deficiency
for the fiscal year ending April 30, 2005, to TPM On Cctober
15, 2008, respondent sent a notice of deficiency for 2004 to
D Errico. Petitioners filed tinely petitions with this Court.

In 2002 D Errico operated a tax preparation business through
three wholly owned cal endar year S corporations: (1) Joseph A
D Errico & Associates, Inc. (J&), in Lake Tahoe, Nevada; (2)

D Errico & Wedge, Inc. (D&W, in Mssion Hlls, California; and
(3) DErrico & MCollor, Inc. (D&, in Santa Barbara,

California. Further, in 2002 D Errico organized TPM a wholly
owned C corporation with a fiscal year and taxable year ending

April 30. TPMwas organi zed to provide training and managenent

2Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code of 1986, as anended, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
Ampunts are rounded to the nearest doll ar.
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services to DErrico’s tax preparation businesses. In 2003
D Errico closed J&A' s operations. Further, on January 1, 2005,
D Errico sold 100 percent of the shares of both D&Wand D&M to an
unrelated third party.
. TPM
In his notice of deficiency, respondent denied TPMthe

fol |l ow ng deducti ons:

Expense Anmount

Sec. 179 expense $102, 000
Depreci ati on 7,130
Ai rpl ane expenses 11, 287
Aut o expenses 5, 143
Meal s & entertai nnment 1, 257
Tr avel 4,581
Repai rs & mai nt enance 1,790
Suppl i es 3,233
Rent 30, 000

Tot al 166, 421

| n Decenber 2004 TPM purchased a 2001 Cessna 172S airpl ane
(the airplane) for $137,500. The airplane was delivered to TPM
on Decenber 23, 2004, at M nden Airport in Nevada. On Decenber
24, 2004, D Errico received the airplane on behalf of TPM and
flewit to several destinations in California and Nevada on a
test flight before returning to Mnden Airport the next day to
finalize the transaction. D Errico testified that he nmet with
clients to discuss TPMs fees during this trip. The test flight

was the only tine the airplane was used in 2004.
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On Decenber 29, 2004, TPM entered into an airplane |easing
agreenent with Flying Start Aero, an airplane operator. Pursuant
to the airplane | easing agreenent, Flying Start Aero | eased the
ai rplane from TPM for purposes of making the airplane avail abl e
to the public for rent. The airplane | easing agreenent states
that the airplane was |l eased to Flying Street Aero to generate
revenue for the purpose of offsetting TPM s airplane operating
costs. In 2005 the only use of the airplane was for rental and
trai ning purposes. TPM paid expenses of $11,287 with respect to
the airplane during the fiscal year ending April 30, 2005.

Addi tionally, respondent denied TPM s clai ned $30, 000
deduction for rent paid to Anthony D Errico, D Errico’s father
pursuant to a | ease agreenent for use of the father’s property at
318 Barton Drive in Stateline, Nevada (the Barton Drive
property). The Barton Drive property is a three-bedroom hone.

D Errico testified that he used the top-1level bedroom and top-

| evel comon areas for his personal use and that the two bottom
bedr oons and common areas were converted into offices for TPM
Accordingly, TPMentered into a subl ease agreenment with D Errico
at an annual rate of $9,000 in exchange for use of the Barton
Drive property.

Respondent deni ed addi ti onal deductions TPM cl ai ned for
aut onobi | e expenses, neals and entertainment, travel, repairs and

mai nt enance, and supplies. D Errico testified that TPM
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est abl i shed an expense rei nbursenent program whereby D Errico
coul d i ncur expenses on behalf of TPM and submt themto TPM for
rei nbursenent. TPM produced D Errico’s hand-witten notes
docunenting expense rei nbursenents, as well as D Errico’s
personal credit card statenents reflecting each of TPM s cl ai ned
expenses. D Errico testified that he kept a | og describing the
nature of these expenses as they relate to TPM s busi ness;
however, he did not produce this log at trial.
I11. DErrico

In 2004 J&A filed Form 1120S, U.S. Incone Tax Return for an
S Corporation, reporting an interest expense of $22,034. J&A was
i nactive in 2004; however, D Errico testified that the interest
expense accrued on accounts payable due fromJ&A to TPM for TPM s
managenent fee. D Errico provided hand-witten notes of TPM s
accounts receivable to evidence this anobunt due. These notes do
not attribute TPM s accounts receivable to an anount due from J&A
and do not describe the source of the anounts due.

As the sol e sharehol der of J&A, D Errico included the
i nterest expense deduction clainmed by J&A on Schedul e E
Suppl enental I ncone and Loss, of his Form 1040, U.S. |ndividual
I ncone Tax Return. In his notice of deficiency, respondent
denied D Errico the $22,034 interest deducti on.

Respondent further denied deductions D Errico clainmed on

Schedul e E attributable to his ownership interest in D&M for
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auto/truck expenses and travel expenses of $4,650 and $2, 024,
respectively. Simlarly, respondent denied deductions D Errico
claimed on Schedule E attributable to his ownership interest in
D&W f or auto/truck expenses and travel expenses of $4,650 and
$10, 959, respectively. D Errico provided hand-witten notes
listing the above-referenced expenses as well as personal credit
card statenents to substantiate the clainmed deducti ons.
D Errico’s hand-witten notes do not include any description of,
or reasons for, the expenses incurred.

Finally, as discussed above, TPM paid D Errico’s father
$30,000 in rent for use of the Barton Drive property. D Errico
testified that he used the top-level bedroom and top-I|evel comon
areas of the Barton Drive property for his personal use and that
the two bottom bedroons and conmon areas were converted into
offices for TPM In his notice of deficiency, respondent
determ ned TPM s $30, 000 rent paynment to be a constructive
dividend to D Errico.

OPI NI ON

Burden of Proof

Respondent’s determ nations in the notice of deficiency are
presuned correct, and petitioners bear the burden of proving them
incorrect. See Rule 142(a)(1l). Petitioners do not argue that
the burden of proof shifts to respondent pursuant to section

7491(a), nor have they shown that the threshold requirenments of
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section 7491(a) have been net for any of the determ nations at
i ssue. Accordingly, the burden remains on petitioners to prove
t hat respondent’s determ nation of deficiencies in their incone
tax i s erroneous.
. TPM
Deductions are a matter of |egislative grace, and the

t axpayer nust prove he is entitled to the deductions cl ai ned.

Rul e 142(a); New Colonial Ice Co. v. Helvering, 292 U S. 435, 440
(1934). Section 162(a) provides that “There shall be allowed as
a deduction all the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or

busi ness”. Taxpayers are required to maintain records sufficient
to establish the amobunts of all owabl e deductions and to enabl e

t he Comm ssioner to determne the correct tax liability. Sec.

6001; Shea v. Conmm ssioner, 112 T.C. 183, 186 (1999).

If a factual basis exists to do so, the Court may in sone
contexts approxi mate an all owabl e expense, bearing heavily
agai nst the taxpayer who failed to maintain adequate records.

Cohan v. Comm ssioner, 39 F.2d 540, 543-544 (2d Cr. 1930); see

sec. 1.274-5T(a), Tenporary Incone Tax Regs., 50 Fed. Reg. 46014
(Nov. 6, 1985). However, in order for the Court to estimte the
anount of an expense, the Court nust have sonme basi s upon which

an estimate may be nade. Vanicek v. Conmm ssioner, 85 T.C 731,

742-743 (1985). W thout such a basis, any all owance woul d anount
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to unguided |argesse. WIllians v. United States, 245 F. 2d 559,

560-561 (5th G r. 1957).

Itens described in section 274 are subject to strict
substantiation rules. No deduction shall be allowed for, anong
ot her things, traveling expenses, entertai nnent expenses, gifts,
and expenses wth respect to “listed property” defined in section
280F(d) (4) “unless the taxpayer substantiates by adequate records
or by sufficient evidence corroborating the taxpayer’s own
statenent”: (1) The anount of the expense or other item (2) the
time and place of the travel, entertainnent or use, or date and
description of the gift; (3) the business purpose of the expense
or other item and (4) in the case of entertainnment or gifts, the
busi ness relationship to the taxpayer of the recipients or
persons entertained. Sec. 274(d). W nmay not use the Cohan
doctrine to estimte expenses covered by section 274(d). See

Sanford v. Conm ssioner, 50 T.C. 823, 827 (1968), affd. per

curiam412 F.2d 201 (2d Gr. 1969); sec. 1.274-5T(a), Tenporary
| ncome Tax Regs., supra.

A. The Airpl ane

Subject to certain limtations, taxpayers purchasing
qual i fying property may el ect under section 179 to deduct the
cost of the property in the year the property is placed in
service. Qualifying section 179 property includes tangible

property that is depreciable under section 168 and is descri bed
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in section 1245(a)(3) or conmputer software that is depreciable
under section 167 and described in section 1245(a)(3), but only
if the property is acquired for use in the “active conduct of a
trade or business.” Sec. 179(d)(1). As used in section 179 the
term “trade or business” has the sanme neaning as in section 162
and the regul ati ons thereunder, and therefore property held
merely for the production of inconme does not qualify as section
179 property. Sec. 1.179-2(c)(6)(i), Incone Tax Regs. “[A]ctive
conduct” as used in section 179 neans that the taxpayer actively
participates in the managenent or operations of the trade or
busi ness. Sec. 1.179-2(c)(6)(ii), Inconme Tax Regs.

TPM recei ved the airplane on Decenber 24, 2004, and D Errico
subsequently flew it on a test flight to several |ocations in
California and Nevada. D Errico testified that he also net with
clients during this trip to discuss TPMs fees. This test flight
was the only use of the airplane before Decenber 29, 2004, when
TPM entered into the airplane | easing agreenent with Flying Start
Aero for purposes of making the airplane available to the public
for rent. During the remainder of TPMs fiscal year, the only
use of the airplane was for rental and training purposes. W
must first decide whether TPM acquired the airplane for use in
its trade or business.

To determ ne whether a taxpayer is conducting a trade or

busi ness requires an exam nation of the facts involved in each
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case. Hi ggins v. Comm ssioner, 312 U S. 212, 217 (1941). For a

t axpayer to be engaged in a trade or business, the primry
purpose for engaging in the activity nmust be for incone or

profit. Conm ssioner v. G oetzinger, 480 U S. 23, 35 (1987).

Whet her an enterprise is conducted as a business for profit is a

matter of intention and good faith. Am Props., Inc. V.

Comm ssioner, 28 T.C. 1100, 1111 (1957), affd. 262 F.2d 150 (9th

Cr. 1958). The reasonabl eness of the taxpayer’s belief that the
activity will generate a profit is not relevant. Hillcone

Steanship Co. v. Comm ssioner, T.C Mno. 1963-220. However, a

mere hope that an activity will generate profits, in the absence
of any specific plan to generate a profit, is inconsistent with

an allegation that the belief is in good faith. See Sutherland

v. Conm ssioner, T.C. Mnob. 1968-20.

Thus, whether TPMis entitled to its clained deductions with
regard to the airplane turns initially on whether TPM has
denonstrated by virtue of DErrico’ s testinony, the test flight,
and the airplane | easing agreenent with Flying Start Aero that it
purchased the airplane with the requisite intent, objective, or
notive of making a profit. Intention is a question of fact to be
determ ned not only fromthe direct testinony as to intent but
al so froma consideration of all the evidence, including the

conduct of the parties. |1d. The statenent by an interested



- 12 -
party of his intention and purpose is not necessarily concl usive.
Id.

Factors to be considered in determ ning whether an activity
is engaged in for profit include: (1) The manner in which the
taxpayer carries on the activity, (2) the expertise of the
t axpayer or her advisers, (3) the time and effort expended by the
taxpayer in carrying on the activity, (4) the expectation that
assets used in the activity may appreciate in value, (5) the
success of the taxpayer in carrying on other simlar or
dissimlar activities, (6) the taxpayer’s history of income or
| osses with respect to the activity, (7) the anount of occasi onal
profits, if any, which are earned, (8) the financial status of
the taxpayer, and (9) the el enents of personal pleasure or

recreation. | ndep. Elec. Supply, Inc. v. Conm ssioner, 781 F.2d

724, 726-727 (9th Cr. 1986), affg. Lahr v. Conm ssioner, T.C

Meno. 1984-472; Antonides v. Commi ssioner, 91 T.C. 686, 694 n. 4

(1988), affd. 893 F.2d 656 (4th Gr. 1990): Golanty v.

Comm ssioner, 72 T.C. 411, 426 (1979), affd. w thout published

opinion 647 F.2d 170 (9th G r. 1981); sec. 1.183-2(b), Inconme Tax
Regs. No single factor or group of factors is determ native.

ol anty v. Conmi ssioner, supra at 426; Dunn v. Comm ssioner, 70

T.C. 715, 720 (1978), affd. 615 F.2d 578 (2d GCir. 1980); sec.
1.183-2(b), Income Tax Regs. A final determnation is nade only

after considering all facts and circunstances. |ndep. Elec.
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Supply, Inc. v. Comm ssioner, supra at 727; Antonides v.

Conmi ssi oner, supra at 694; Golanty v. Conmi ssioner, supra at

426.

TPM contends that the airplane was necessary for its
busi ness because at the tinme of its purchase TPM nmanaged D&W and
D&M and D Errico was required to travel between Nevada and
California to fulfill TPMs duties. Additionally, TPM contends
that the airplane was necessary for traveling throughout
California to neet wwth clients, to market TPMs services, and to
present an aura of success. At trial DErrico testified that TPM
entered into the airplane |easing agreenent with Flying Start
Aero because he did not have the tine to fly the airplane for
marketing trips and to neet wwth clients during tax season. He
testified that the airplane | easing agreenent allowed the
airplane to start “paying for itself” as another source of incone
for TPM

Respondent contends that the timng of TPM s purchase of the
ai rpl ane defeats the clai ned deductions. At the tinme of the
purchase, D Errico was in negotiations to sell D&Wand D&M  The
ai rpl ane was purchased on Decenber 25, 2004, and D Errico sold
D&W and D&M on January 1, 2005. TPM used the airplane only once
before entering into the airplane | easing agreenent on Decenber

29, 2004, and that was for the test flight.
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Respondent further argues that TPM never anticipated that
the rental income derived fromthe airplane | easi ng agreenent
woul d defray nore than a small part of the operating expenses of
the airplane. Respondent relies on the airplane |easing
agreenent, which provides that “* * * [TPM is |easing said
airplane to * * * [Flying Start Aero] with the intention of
generating sone revenue for purpose of offsetting a portion of
the airplane operating costs”. Accordingly, respondent argues
that TPM has not denonstrated that the airplane was purchased for
use in its trade or business.

As di scussed above, pursuant to Rule 142(a)(1) respondent’s
determ nations in the notice of deficiency are presuned correct,
and petitioners bear the burden of proving themincorrect. W do
not find it necessary to analyze all the factors di scussed above.
TPM has not denonstrated that the airplane was acquired with the
requisite intent or notive of making a profit. Oher than
D Errico’'s self-serving testinony, TPM has not presented any
evidence that it contenplated using the airplane for purposes of
TPM s managenent or marketing operations. Further, the airplane
| easi ng agreement specifically provides that TPMentered into the
agreenent with the intention of generating revenue to offset the
airplane’s operating costs. The Court of Appeals for the Ninth
Crcuit has held that a profit notive does not exist where

“activities represented nere attenpts to recoup sone of * * *
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[the taxpayers’] costs”. Carter v. Conmm ssioner, 645 F.2d 784,

786 (9th Cir. 1981), affg. T.C. Meno. 198-202. The record | acks
evi dence providing any clear indication that TPM possessed the
requisite profit notive and intent in purchasing the airplane.
Because TPM did not acquire the airplane for use in its trade or
business, it is unnecessary for us to anal yze the other

requi renents of section 179. Accordingly, TPM has failed to neet
its burden of proof, and we sustain respondent’s determ nations
with regard to the section 179 expense.

As di scussed above, section 162(a) allows for the deduction
of ordinary and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business. Further,
section 167(a) allows as a depreciation deduction a reasonabl e
al l omance for the “exhaustion, wear and tear” of property (1)
used in a trade or business or (2) held for the production of
inconme. Having determned that TPM did not acquire the airplane
for use in its trade or business, we further sustain respondent’s
determ nations with regard to the depreciation and airpl ane
expenses.

B. Rent

Section 162(a)(3) provides for a deduction for ordinary and
necessary rental expenses incurred in carrying on a trade or
busi ness. TPM cl ai mred a deducti on of $30,000 for rent paid to

D Errico’'s father for use and possession of the Barton Drive
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property. Respondent argues that TPM did not use the Barton
Drive property in connection with its trade or business. Rather,
respondent contends that D Errico used the property for his
personal purposes. D Errico testified that he used the top-Ievel
bedroom and top-1|evel common areas of the Barton Drive property
for his personal use and that the two bottom bedroons and common
areas were converted into TPMs offices. TPMargues that this
|atter portion of the Barton Drive property was used exclusively
for client neetings, bookkeeping, and marketing. TPM further
argues that D Errico’s personal use of the Barton Drive property
was |imted to the top-Ilevel bedroom and top-Ilevel common areas.
TPM presented a subl ease entered into between TPM and D Errico as
evi dence of this arrangenent.

We find TPM s argunent to be unpersuasive. Qutside of
D Errico’s testinmony, TPM has failed to produce any records of
busi ness-rel ated activities conducted at the Barton Drive
property or any evidence supporting TPMs need for offices at the
Barton Drive property. TPMs two primary clients, D&Wand D&M
were both located in California and conducted their businesses in
California. Further, TPM s rent paynents were not nmade to an
unrelated third party but rather to D Errico’s father.
Accordingly, TPM has failed to neet its burden of proof, and we
sustain respondent’s determnation wwth regard to the rent

expenses.
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C. Repai rs and Mii nt enance

TPM cl ai ned a deduction for repairs and mai nt enance expenses
incurred in connection with its use of the Barton Drive property.
Because we have decided that TPM has failed to establish that it
conduct ed busi ness-rel ated activities at the Barton Drive
property, any expenses incurred in connection with the Barton
Drive property could not have been incurred in connection with
TPM s trade or business. Accordingly, we sustain respondent’s
determnation with regard to repairs and nmai ntenance expenses.

D. Meal s and Entertai nnent

The hei ght ened substantiation requirenents of section 274
apply to neal and entertai nment expenses. The only evidence TPM
produced to substantiate neal and entertai nment expenses was
D Errico’s personal credit card statenents and D Errico’s
testinmony that TPM rei nbursed himfor such costs. Accordingly,
TPM has failed to docunent such expenses with the specificity
required by section 274, and we sustain respondent’s
determ nation with regard to nmeals and entertai nnment.

E. Travel

The hei ght ened substantiation requirenents of section 274
al so apply to travel expenses. Sec. 274(d)(1). TPM produced
receipts and D Errico’s personal credit card statenents to
substantiate travel expenses. D Errico testified that he kept a

| og describing the nature of these expenses, but he failed to
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produce this log at trial. OQher than D Errico’ s testinony, TPM
has not produced any evi dence describing the business purpose of
the clained travel expenses. Accordingly, we sustain
respondent’s determination with regard to the travel expenses.

F. Aut o Expenses

Passenger autonobiles and any other property used as a neans
of transportation are generally “listed property” as defined by
section 280F(d)(4). Secs. 274(d)(4), 280F(d)(4)(A) (i) and (ii).
Accordingly, with certain exceptions, taxpayer’'s deducting car
and truck expenses nust satisfy the strict substantiation
requi renents of section 274. TPM has produced D Errico’s hand-
witten notes and D Errico’s personal credit card statenents
docurnenting aut o expenses of $5,143. However, these docunents do
not provide sufficient evidence that such expenses were actually
incurred as part of TPM s trade or business. Accordingly, TPM
has failed to neet the substantiation requirenents of section
274, and we sustain respondent’s determnation with regard to the
aut o expenses.

G Supplies

TPM has produced nothing nore than receipts, D Errico’ s
personal credit card statenents, and D Errico’ s testinony to
substantiate the clai ned deduction for supplies. TPM has failed

to establish that such costs were incurred with a business
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purpose. Accordingly, we sustain respondent’s determ nation with
regard to the supplies.

I11. DErrico

A. S Cor porati on Pass-Through Deducti ons

1. | nt er est Expense

Section 163(a) allows a deduction for interest expenses
incurred by a taxpayer within the taxable year on indebtedness.
In 2004 J&A clainmed an interest expense of $22,034 attributable
to accounts payable due fromJ&A to TPM for TPM s nanagenent fee.
D Errico provided hand-witten notes of TPM s accounts receivable
to evidence this anmount due. As the sole sharehol der of J&A,

D Errico included the interest expense clainmed by J&A on his
i ndi vi dual income tax return.

D Errico has provided little nore than his own testinony in
support of the interest expense clainmed by J&A. H's hand-witten
notes do not attribute TPM s accounts receivable to J&A and do
not describe the source of the ampunts due. Further, even if the
hand-written notes provided evidence that the interest expense
due fromJ&A to TPM had accrued, they do not provide any proof
that the expense was paid. Accordingly, we sustain respondent’s
determ nation with regard to the interest expense.

D Errico contends that the interest expense should be
sust ai ned because TPM i ncl uded that anount as interest inconme on

its Form 1120, U.S. Corporation Incone Tax Return. Having
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determined that D Errico has failed to establish that J&A was
entitled to its clainmed interest expense deduction, D Errico is
correct in that this itemnust receive consistent treatnment in
determining TPMs tax liability. Accordingly, an adjustnent nust
be made to renmove $22,034 of interest incone attributable to
TPM s accounts receivable fromJ&A in the rel evant tax years.

2. Aut o/ Truck and Tr avel

As the sol e shareholder of D&M D Errico clainmed flow
t hrough deductions on his individual tax return for auto/truck
expenses and travel expenses attributable to D&M of $4, 650 and
$2, 024, respectively. Simlarly, as the sol e sharehol der of D&W
D Errico clainmed flowthrough deductions on his individual tax
return for auto/truck expenses and travel expenses attributable
to D&W of $4, 650 and $10, 959, respectively. As discussed above,
auto/truck expenses and travel expenses are subject to the strict
substantiation requirenments of section 274. D Errico has failed
to sufficiently docunent the nature and purpose of these
expenses. Further, D Errico did not testify about any specific
facts regardi ng these expenses. Accordingly, we sustain
respondent’s determnation with regard to the auto/truck expenses
and travel expenses.

B. Constructive Dividend

Section 301 requires a taxpayer to include in gross inconme

anounts received as dividends. GCenerally, a dividend is a
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di stribution of property by a corporation to its sharehol ders out
of its earnings and profits. Sec. 316(a). A dividend need not

be formally declared or even intended by a corporation. Noble v.

Comm ssi oner, 368 F.2d 439, 442 (9th Cr. 1966), affg. T.C. Meno.

1965-84. \When a sharehol der’s use of corporate property serves
no |l egitimate corporate purpose, the value of the use of that
property may be includable in the shareholder’s incone as a
constructive dividend to the extent of the corporation’s earnings

and profits. Falsetti v. Conm ssioner, 85 T.C 332, 356 (1985).

For the personal use of corporate property to be treated as
a constructive dividend, it nust: (1) Be nondeductible by the
corporation; and (2) represent sonme economc gain or benefit to

t he shar ehol der. Palo Alto Town & Country Vill., Inc. v.

Comm ssi oner, 565 F.2d 1388, 1391 (9th G r. 1977) (the Tax Court

must find appropriate facts in the record to support a

determ nation that disallowed expenses constitute constructive
di vidends to the taxpayer), affg. in part, revg. in part and
remanding T.C. Meno. 1973-223. A corporation’s inability to
substantiate a deduction, without nore, is not grounds for
treating corporate expenditures as constructive dividends to the

i ndividual. Erickson v. Conm ssioner, 598 F.2d 525, 531 (9th

Cr. 1979), affg. in part and revg. in part T.C. Meno. 1976-147,

Palo Alto Town & Country Vill., Inc. v. Conmn Ssioner, supra at

1391; Nicholls, North, Buse Co. v. Commi ssioner, 56 T.C. 1225,
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1238-1239 (1971); Ashby v. Comm ssioner, 50 T.C 409, 417-418

(1968).

As di scussed above, TPM has failed to establish a business
pur pose for the $30,000 of rent paynments to Anthony D Errico for
use of the Barton Drive property. Further, D Errico testified
that he derived personal benefit fromthe Barton Drive property.
Despite testifying that his benefit was limted to the top-Ievel
bedroom and top-1|evel common areas, he has not presented any
addi tional evidence to support his claim D Errico presented two
| ease agreenents at trial, one between his father and TPM and t he
ot her a subl ease between TPM and hi nself. These agreenents
identically describe the Barton Drive property as the | eased
property. The subl ease therefore fails to support D Errico’s
t esti nony. Nowhere does it specify that only a portion of the
Barton Drive property was subject to the subl ease, |et alone
describe the top-1evel bedroom and top-level comon areas.

D Errico has therefore failed to establish that he did not derive
a personal benefit fromhis use of the entire Barton Drive
Property.

TPM s Form 1120 for 2004 states that TPM had end- of - year
retai ned earni ngs of $68,844. Accordingly, TPM had suffi cient
earnings and profits, and we sustain respondent’s determ nation

with regard to the constructive dividend.



V. Section 6662(a) Penalty

Section 6662(a) and (b)(2) inposes an accuracy-rel ated
penal ty upon any underpaynent of tax resulting froma substanti al
understatenment of inconme tax. The penalty is equal to 20 percent
of the portion of any underpaynent attributable to a substanti al
understatenent of incone tax. |d. An understatenent is
“substantial” if it exceeds the greater of: (1) 10 percent of
the tax required to be shown on the return for the taxable year
or (2) $5,000 ($10,000 in the case of a corporation). Sec.
6662(d)(1). Section 6662(a) and (b)(1) also inposes a penalty
equal to 20 percent of the amount of an underpaynent attri butable
to negligence or disregard of rules or regulations. Negligence
includes any failure to make a reasonable attenpt to conmply with
the provisions of the Internal Revenue Code, including any
failure to nmai ntain adequate books and records or to substantiate
itenms properly. Sec. 6662(c); sec. 1.6662-3(b)(1), Incone Tax
Regs. Petitioners’ failure to produce records substantiating
their claimed deductions supports the inposition of the accuracy-
related penalty for negligence for the years at issue.

An accuracy-rel ated penalty is not inposed on any portion of
t he under paynment as to which the taxpayer acted with reasonabl e
cause and in good faith. Sec. 6664(c)(1). The taxpayer bears
the burden of proof with regard to those issues. Hi gbee v.

Comm ssioner, 116 T.C 438, 446 (2001). Petitioners have failed
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to show reasonabl e cause, substantial authority, or any other
basis for reducing the penalties. Accordingly, we find
petitioners liable for the section 6662 penalty for the years at
i ssue as comrensurate with the concessions and our hol dings. See
id.

I n reaching our holdings herein, we have consi dered al
argunments made, and, to the extent not nentioned above, we
conclude they are noot, irrelevant, or without nerit.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




